Journal of Accountancy
Volume 30

Issue 2

Article 9

8-1920

Students' Department
Seymour Walton
H. A. Finney

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
Walton, Seymour and Finney, H. A. (1920) "Students' Department," Journal of Accountancy: Vol. 30: Iss. 2,
Article 9.
Available at: https://egrove.olemiss.edu/jofa/vol30/iss2/9

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

Students' Department
Edited by Seymour Walton*
(Assisted by H. A. Finney)

AMERICAN INSTITUTE EXAMINATION, MAY, 1920
In regard to the following attempt to present the correct solutions to the
questions asked in the examination held by the American Institute of Ac
countants in May, 1920, the reader is cautioned against accepting the solutions
as official. They have not been seen by the examiners—still less endorsed
by them.

ACCOUNTING THEORY AND PRACTICE—PART I
Answer questions 1, 2, 3 and any five other questions.
Question No. 1:
The books of a concern recently burned out contained evidence of pur
chases, including inventory, of $200,000 and sales of $40,800 since the last
closing. Upon investigation, however, the auditor ascertained that a sale
of merchandise had been made just prior to the fire, and not recorded in
the books, at an advance of two-fifths (2/5) over cost less a 10 per cent
cash discount, on which the profit was $31,928.00. The past history of the
business indicated an average gross profit of 50 per cent on cost of goods
sold.
(a) What amount should be claimed as fire loss?
(b) What rate of gross profit do the transactions finally yield?

Answer to Question No. 1:
There are several elements of uncertainty in this problem. In the first
place, the unrecorded sale was made at an advance of 40 per cent over cost,
whereas the average gross profit of the past had been 50 per cent on cost.
Does this mean that the recorded sales of $40,800 were also made at an
advance of only 40 per cent instead of 50 per cent as in former years?
Perhaps so, but the size of the unrecorded sale indicates that it was more in
the nature of a bulk sale than a normal sale in the regular course of opera
tions. That being the case the rate of gross profit on this sale could be
expected to be less than normal.
In the second place, it is possible that the recorded sales of $40,800 were
made at a gross profit enough larger than 50 per cent to offset the 40 per
cent on the unrecorded sales, and made the average 50 per cent for the period
since the last closing. This is highly improbable, because a gross profit
of over 400 per cent on the cost of the relatively small recorded sales would
be necessary to offset the 40 per cent on the large unrecorded sale and bring
the average to 50 per cent. All things considered, it seems fair to assume
* The greater part of the matter for the Students’ Department for August and
September was prepared by Mr. Walton shortly before his death.—Editor.
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that the profit on the recorded sales averaged 50 per cent as in the past, and
that the unrecorded sale was unusual.
In the third place, should the rate of gross profit be computed before or
after deducting the 10 per cent cash discount ? Accepting the 10 per cent as
a true cash discount the rate should be computed before making the deduc
tion; but 10 per cent seems too large to be a true cash discount, and it is
therefore considered a reduction of price, and the rate of gross profit is
computed after deducting the discount.

(a) Fire loss:
Inventory and purchases.............................................................

$200,000

Deduct:
Estimated cost of goods sold:
Recorded sales.................................... $40,800
Less estimated profit—1/3 of $40,800 13,600

$27,200

Estimated cost of recorded sales...
Unrecorded sale:
Net cost = 100%
Then selling price = 140%
And 10% cash discount = 14%
And net amount received = 126%
And profit = 26% = $31,928
Then 100% =....................................
Total estimated cost of sales...............

122,800

150,000

Amount claimed as inventory...............

$50,000

(b) Rate of gross profit:
(1) Treating cash discount as a reduction of price:
Profit on recorded sales............. $13,600
Profit on unrecorded sales.........
31,928

Total profit..................................

$45,528

$45,528 ÷ $150,000 =30.352%
(2) Treating cash discount as a financial item:
Cost of unrecorded sale.............. $122,800
Profit on unrecorded sale...........
31,928
Net amount received................... $154,728, which is 90% of sell
ing price.
$154,728 ÷ .90 = $171,920 selling price
Add recorded sales.... $ 40,800

Total sales..................... $212,720
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Cost of recorded sales—estim’ed. $27,200
Cost of unrecorded sales............ 122,800
Total cost...................................... $150,000
Sales..............................................
Less cost of sales.........................

$212,720
150,000

Profit............................................

$62,720

$62,720 ÷ $150,000 = 41.813 + %
Question No. 2:
From the balance-sheet of the Landsdale Monotile Company, dated De
cember 31, 1918, as below, together with the information following, show
the trial balance before closing.
The Landsdale Monotile Company

Balance-Sheet, December 31, 1918
Liabilities and capital
Assets
Capital stock..................... $300,000
Land & build’gs. $500,000
Notes payable...................
350,000
Less reserve for
depreciation.. 120,000 $380,000 Accounts payable.............
158,000
Interest accrued payable..
3,000
Surplus .............................
314,000
Machinery and
equipment ... $200,000
Less reserve for
120,000
80,000
depreciation..
U. S. Victory
bonds ...........
Merchandise —
inventory ....
Cash.................
Accounts receiv
able ...........
Less reserve for
doubtful accts

Notes receiv
able ...........
Accrued interest
receivable ...
Total ........

100,000
125,000
58,000

250,000
12,500

237,500

100,000
4,500

Total.............................. $1,125,000

$1,125,000

The accruals at the time of closing were:
Interest on notes payable, $3,000; depreciation of buildings, $20,000;
interest on notes receivable, $2,000; depreciation of machinery and equip
ment, $30,000; interest on Victory bonds, $2,500; provision for doubtful
accounts, $12,500. The other nominal accounts closed out were: sales,
$325,000; administrative expense, $50,000; cost of goods sold, $125,000;
selling expense, $25,000.
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Answer to Question No. 2:
The trial balance can be obtained by setting up the following working
papers, reversing the closing entries:
The Landsdale Monotile Company

Working Papers—December 31, 1918
Debits

Land and buildings...........
Machinery and equipment.
U. S. Victory bonds.........
Merchandise inventory....
Cash ....................................
Accounts receivable...........
Notes receivable.................
Accrued interest receivable

Balancesheet
$500,000
200,000
100,000
125,000
58,000
250,000
100,000
4,500

50,000 H

Administrative expense...
Purchases (for inventory,
Dec. 31).......................
Purchases (for cost of
sales) .... ......................
Selling expense...................

Trial balance
before
closing
$500,000
200,000
100,000
125,000 I
58,000
250,000
100,000
2,000 C
2,500 E
50,000

Closing entries
reversed

125,000 I
250,000
25,000

125,000 J
25,000 K

$1,337,500

$1,533,000

$300,000
350,000
158,000
3,000
314,000

$300,000
350,000
158,000
64,000 L

250,000

120,000

20,000 B

100,000

80,000
12,500

30,000 D
12,500 F

50,000

Credits

Capital stock.......................
Notes payable.....................
Accounts payable...............
Interest accrued payable...
Surplus................................
Reserve depreciation, land
and buildings...............
Reserve depreciation, ma
chinery and equipment..
Reserve, doubtful accounts.
Profit and loss (accrued
interest) .....................
Profit and loss (deprecia
tion, buildings) ... .......
Profit and loss (interest on
notes received)............
Profit and loss (deprecia
tion, mach’y and equip’t.
Profit and loss (interest on
Victory bonds)...........

3,000 A

3,000 A

20,000 B
2,000 C

30,000 B

2,500 E
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Debits

Balancesheet

Profit and loss (doubtful
accounts) .....................
Profit and loss (sales) ....
Profit and loss (adminis
tration expense)..........
Profit and loss (cost of
sales) ...........................
Profit and loss (selling
expense) .....................
Profit and loss (net profits)
Sales....................................

---- Closing entries---reversed

Trial balance
before
closing

12,500 F
325,000 G
50,000 H
125,000 J

25,000 K
64,000 L
325,000 G

$325,000

$1,337,500
784,000
784,000 $1,533,000
Question No. 3:
An abstract of the cash account of the collector and treasurer of the
borough of Eloka is presented to you, showing the following figures:
Receipts:
On hand beginning of year................................. $ 2,000.00
(General account $1,500.00, special account
being from assessments, $500.)
Taxpayers, on account of taxes.........................
47,000.00
Assessments for improvements...............................
1,000.00
Licences, fees and permits.....................................
1,800.00
Interest .............................................................
300.00
Emergency notes (to meet cost of repairing
bridge wrecked by storm)................... .
3,000.00

Payments:
Accounts payable (previous year)...................
Salaries ..............
Police department..................................................
Fire department....................................................
Street lighting......................................................
Interest on funded debt...................................
Bonds retired.........................................................
Repairs to bridge..................................................
Balance on hand end of year..............................

$ 1,300.00
5,300.00
19,000.00
12,000.00
800.00
2,250.00
10,000.00
2,800.00
1,650.00
$55,100.00

$55,100.00

A copy of the budget adopted at the beginning of the year is as follows:
Estimated revenue (licenses, fees, etc., $1,500; interest, $200).
$ 1,700.00
Amount certified to be taxed.....................................................
48,200.00
$49,900.00
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Appropriations:
Salaries ..............................................................................
$ 5,000.00
Police department.....................................................................
19,500.00
Fire department.........................................................................
12,000.00
Street lighting...................................................................................
900.00
Interest on funded debt............................................................
2,500.00
Bonds retired..............................................................................
10,000.00
$49,900.00
The taxes assessed were, however, $49,700, instead of $48,200, but allow
ances were made amounting to $800, which reduced the amount actually col
lectible to $48,900. At the end of the year the following unpaid bills were on
file:
Police department.............................................................
$300.00
Fire department..........................................................................
50.00
At the beginning of the year there were uncollected taxes from previous
years of $2,800, on the one hand, and unpaid bills $1,300, on the other hand,
which, with the cash on hand, showed an apparent balance on general or
current account of $3,000. At the same date the funded debt was $50,000,
and unpaid assessments for improvements were $1,400, showing with the
cash on hand on surplus account a net debt (excluding general account)
of $48,100.
Prepare a balance-sheet at the close of the year (dividing it into its two
main sections of current and capital accounts, respectively) and also a state
ment showing the operations for the year. State also what is the net debt
of the borough at the close of the year.
Answer to Question No. 3:
To find the balance-sheet figures at the close of the year it is necessary
to have—
1—Balance-sheet of beginning of year :
(a) Current fund balance-sheet.
(b) Capital fund balance-sheet.
2—Record of the budget adopted at the beginning of the year.
3—Record of all financial transactions throughout the year.
All items under 1, 2 and 3 must be carried into the proper general ledger
accounts. Since, in this problem, the items covered are so few in number,
each account may be dealt with individually in the general ledger. When
there is a number of accounts under each class of revenue and expenditure,
such detail accounts may be carried in a subsidiary ledger, and each group
of detail accounts may be controlled by a specific account in the general
ledger.
The following are the balance-sheets of the beginning of the year:

Current Fund Balance-sheet
Assets
Liabilities
Accounts payable................. $1,300
Cash ...................................... $1,500
Current surplus:
Accounts receivable:
Cash in excess of current
Taxes (classification not
2,800
liabilities.............. $ 200
indicated)...................
Accounts receivable. 2,800 3,000
$4,300

$4,300
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Capital Fund Balance-sheet
Assets
Liabilities
Cash ....................................... $ 500
Bonds (classification not in
Assessments receivable........
1,400
dicated) ......................... $50,000
Property and improvements. 50,000
Capital surplus:
Cash ..................... $ 500
Accounts receivable. 1,400 1,900
$51,900

$51,900

Having the balance-sheets of the beginning of the year, the next step is
the making of proper opening journal entries. These are as follows:

Estimated revenues....................................
Licence fees............................................
Interest ..................................................
Taxes receivable (amount certified to be
taxed) ........................................
Budget appropriations .........................

'

$1,700

$1,500
200
48,200
$49,900

To bring upon the books a record of
the amount of budget appropriations to
be met by taxes and current revenues,
the appropriations are classified as fol
lows :
Salaries ..................................................
Police department.................................
Fire department ..................................
Street lighting......................................
Interest on funded debt.......................
Bonds to be retired...............................

$5,000
19,500
12,000
900
2,500
10,000
$49,900

Journal entries—to cover additional taxes as assessed and allowances
made thereon:
Taxes receivable......................................
Taxes not anticipated in budget..........
Taxes not anticipated in budget............
Taxes receivable..................................

To record allowances.
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The cash receipts and payments for convenience are set up as
journal entries. Cash receipts are:

Current fund cash.....................................
Taxes receivable..................................
Licences, fees and permits...................
Interest ..................................................
Emergency notes..................................
To meet cost of repairing bridge wrecked by storm.
Capital fund cash......................................
Assessments receivable.........................
Cash payments are:
Accounts payable .............................
Salaries ..................................................
Police department................................
Fire department ...................................
Street lighting......................................
Interest on funded debt.......................
Bridge repairing...................................
Current fund cash.................................
Bonds .........................................................
Capital fund cash..................................
Capital fund cash......................................
Current fund cash.................................

$52,100
$47,000
1,800
300
*3,000

$1,000
$1,000

1,300
5,300
19,000
12,000
800
2,250
2,800
$43,450
10,000

10,000

10,000
10,000

Transfer of revenue from current funds to capital fund cash used for
retirement of bonds.
Skeleton Ledger Accounts

Current Fund Accounts
Cash
1st of year balance.......... $ 1,500.00 Sundry payments............. $43,450.00
Sundry receipts................. 52,100.00 Capital fund cash............. 10,000.00
Balance .............................
150.00
$53,600.00

$53,600.00

Cash payment...................

Accounts Payable
$1,300.00 Balance

$1,300.00

* From Municipal Accounting, Eggleston.
Classification of funds:
1—Current fund
(a) Appropriation
(b) Special revenue bond funds
(b) =Resources derived from the sale of special revenue bonds which
are issued in anticipation of tax levies (provision for their
redemption being included in the tax levy following the year
of the issue) and are subject to special revenue bond
fund authorizations.
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Estimated revenue............

Licence Fees
$1,500.00 Cash received.....................

$1,800.00

Estimated .........................

Interest
$200.00 Cash received....................

$300.00

Emergency Notes
To meet cost of repairs to
bridge .... $3,000,000
Payments .........................

Bridge Repairing
$2,800.00

1st of year balance...........
Estimated (budget).........
(Not anticipated).........

Taxes Receivable
$2,800.00 Allowances ....................... $ 800.00
48,200.00 Cash received................... 47,000.00
1,500.00 Balance .............................
4,700.00
$52,500.00

$52,500.00

Current Surplus

Balance ...........

$3,000.00

Budget Appropriations
$49,900.00

Taxes Not Anticipated in Budget
Allowance ......................... $ 800.00

$1,500.00

Salaries
Cash payment..................... $ 5,300.00 (budget $5,000)
Cash payments.................
(budget $19,500)

Police Department
$19,000.00 Accounts payable.................

300.00

Fire Department
Cash payments................. $12,000.00 (budget $12,000)
Accounts payable.................
50.00
Cash payments................... $

Street Lighting
800.00 (budget $900)

Interest on Funded Debt
Cash payments................... $2,250.00 (budget $2,500)
Skeleton Ledger Accounts

Capital Fund Accounts
Cash
Balance 1st of year........... $ 500.00 Bonds ................................. $10,000.00
Assessment received..........
1,000.00 Balance..............................
1,500.00
Transfer from current
fund................................ 10,000.00
$11,500.00

$11,500.00
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Property
$50,000.00
Assessments Receivable
Balance 1st of year............ $ 1,400.00 Cash received..................... $ 1,000.00
Balance..............................
400.00
$1,400.00
Bonds
Cash payments............... .. $10,000.00
Balance.............................. 40,000.00

$1,400.00

$50,000.00

$50,000.00
$50,000.00
Capital Surplus
1st of year......... $ 1,900.00
Statement

of

Operations

for

Year

Current Fund
Receipts

Licence fees.................
Interest ........................
Taxes ..........................
Emergency notes........

$1,800.00
300.00
48,900.00
3,000.00

$49,900.00

$4,100.00

Payments
Budget
$ 5,300.00
$ 5,000.00
19,300.00
19,500.00
12,050.00
12,000.00
800.00
900.00
2,250.00
2,500.00

$200.00

$39,900.00

$4,650.00

$54,000.00

Salaries .......................
Police department....
Fire department.........
Street lighting.............
Int. on funded debt...

$39,700.00

Emergency bridge re
pairing .................

Budget
$1,500.00
200.00
48,200.00

Affecting end of
year surplus
Addition Deduction
$300.00
100.00
700.00
3,000.00

$300.00

50.00

100.00
250.00
$350.00

2,800.00

2,800.00

$4,650.00
3,150.00

Deduct deductions from additions...

Net additions to current surplus..........................
Current surplus, beginning of year...................

1,500.00
3,000.00

Total current surplus, end of year...........

$4,500.00
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The Capital Fund Account

The capital fund account shows receipts of $1,000.00, representing col
lections on account of assessments receivable at the beginning of the year,
plus $10,000.00, as appropriated for retirement of bonds.
There is nothing in the problem to indicate that there is property worth
$50,000.00 as a result of the original issue of bonds. If, however, that is the
case, the difference between the property value and the funded debt ($40,000)
would constitute a surplus, in addition to cash and assessments receivable.
The two balance-sheets are herewith presented:
Current Fund Balance-sheet

Close of Year
Assets
Cash...................................... $ 150.00
Taxes receivable.................. 4,700.00
$4,850.00

Liabilities
Accounts payable.........................
Surplus:
Appropriated:
Interest................................ $250.00
Street lighting..................... 100.00

Emergency bridge repairs..
Accounts receivable in ex
cess of accounts payable.

$ 350.00

$ 350.00
200.00

3,950.00

4,500.00
$4,850.00

Capital Fund Balance-sheet

Close of Year
Assets
Liabilities
Cash................... $1,500.00
Bonds ................
$40,000.00
Assess, received.
400.00 $1,900.00 Excess of assets
over liabilities:
Property & im
Cash in excess
provements (as
of current lia
per balancebilities ........... $1,500.00
sheet at begin
50,000.00 Accts receivable.
400.00
ning) ..........

$1,900.00
Property value
in excess of
bonded debt... 10,000.00
$51,900.00
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Question No. 4:
Explain the distinction between real reserves and nominal reserves. Give
two examples of each.

Answer to Question No. 4:
Sir Arthur Lowes Dickinson uses the terms “voluntary” and “necessary.”
He says, “In considering reserves it is important to distinguish between
voluntary reserves and necessary reserves; the former being mere allocations
of surplus, while the latter are either an actual liability or a deduction from
the book value of an asset.”
This distinction is frequently entirely ignored, both classes of reserves
being lumped together, usually as liabilities, but sometimes as divisions of the
surplus.
A real or necessary reserve is one which represents an actual diminution
in value that has already taken place or is inevitable from the nature of
things in the future. Its proper function should be limited to those losses
the exact amount of which cannot be determined but must be estimated. If
the amount of the diminution is known it is better to write down the asset
than to set up a reserve against it. For instance, if one-seventeenth of the
cost of a patent is being written off each year it is better to credit patent
account direct.
Examples of this class of reserve are reserve for depreciation of ma
chinery and reserve for bad and doubtful accounts.
The other class of reserves, the nominal or voluntary, are those which
represent losses or diminutions of value which may possibly occur but are
not inevitable. In this case the reserve does not represent an actual loss,
but is set up as a sort of warning to the stockholders that they may expect
a disaster of some kind in the future. There being no certainty, perhaps
hardly a probability, of any such catastrophe, the reserve is manifestly not an
existing liability nor a diminution in value. Its function is the protection
from more or less remote contingencies. As this is also the function of the
surplus itself, these nominal reserves should always be included with the
surplus to show the total of the surplus undivided profits at the date of the
balance-sheet. The real reserves should be shown either as liabilities or as
deductions from their appropriate assets.
Examples of nominal reserves are reserve for storm damage in an elec
trical company with overhead wires and reserve for accidents.
Under nominal reserves may also be classed appropriations of surplus in
fulfilment of contracts with creditors, such as a reserve for sinking fund,
or in accordance with the action of stockholders or directors, such as a
reserve for plant extension.
Question No. 5:
In the course of a balance-sheet audit of a large corporation, why should
the examination of repairs charged to cost of operations receive special con
sideration in relation to the liability for federal taxes?
Answer to Question No. 5:
The auditor should always pay special attention to the repairs charged
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to cost of operation. If any of these represent real additions to the value
of the plant they should be charged to plant account; otherwise costs are
overcharged and profits diminished below what they should be. As far as
the company itself is concerned this makes a difference in the book value
of fixed assets and in the earning capacity.
This may not be very important, but, when the question of the profits
taxable by the federal government is brought in, any diminution of the
profits that is not really justified may entail serious consequences in penalties
and fines. The auditor should therefore be careful not to pass any repairs
as cost of operation that may possibly be considered as actual betterments.
The proper treatment of repairs affects not only the taxable profits but.
also the invested capital, which is an element in computing the tax liability.
Question No. 6:
In the case of a company which publishes an annual balance-sheet but
no profit and loss account, state whether or not you would recommend to
your client that the profits earned during the year, less dividends paid, be
shown on the face of the balance-sheet. Give your reasons.
Answer to Question No. 6:
The stockholders of a corporation should be given complete and satis
factory information with regard to its financial condition and its earning
capacity. For this reason the publication of the annual balance-sheet is
far from being sufficient. There should also be a more or less detailed
revenue statement. If the officers and directors do not wish to publish this
detailed statement the next best thing to do is to include in the balancesheet, under the heading of surplus, an explanation of the change in the
balance of that account between the beginning and the ending of the year.
This explanation must be so classified as to show the results of normal
activities and of accidental profits and losses, if there are any. That is, the
surplus item in the balance-sheet should begin with the balance, January 1,
entered short. To this are added the net operating profits, then any extra
ordinary profits, and from this total are deducted any extraordinary losses.
From the remainder are deducted any dividends that have been declared, and
the result is carried out as the new balance of surplus.
This is not at all satisfactory, but it at least prevents the inclusion of
extraordinary or accidental profits from the results of operation, which might
be made the means of deceiving stockholders into thinking that the earning
capacity was greater than it is.
Question No. 7:
Can surplus be created in any way other than through profits earned
from operations? Explain.
Answer to Question No. 7:
Before this question can be answered with certainty, accountants will
have to agree on a definition of surplus, a word which, as used by some
accountants, has a very inclusive meaning and, as used by others, has a much
more restricted meaning.
Mr. Kester defines the word thus: “Under the corporate form of organ
ization, ‘surplus’ in its broadest sense represents the difference between the
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net worth of the business and the capital stock issued and outstanding.”
Accepting this definition, any transaction which results in a realized increase
in the difference or margin between the net worth and the outstanding stock
would result in an increase in the surplus. These transactions may be
grouped into two classes.
(1) Transactions which increase the net worth or net assets without
correspondingly increasing the outstanding stock.
(a) Operating profits form the usual source of such increases.
(b) Extraneous or capital profits arising from the sale of investments
or fixed assets and other transactions outside the scope of the regular
operations also increase the surplus, thus defined, provided they result in
a realized increment. The mere writing up of an asset to market value does
not result in a realized increment, and should not be allowed to affect the
surplus.
(c) The sale of stock at a premium increases the net assets more than
it increases the outstanding stock, and the difference may be added to
surplus.
(d) Donations of cash or other assets made by stockholders to the cor
poration also result in an increase of the surplus. Corporations sometimes
receive from outsiders donations of factory sites or other assets, and these
may be put on the books by offsetting credits to surplus.
(2) Transactions which decrease the outstanding stock without cor
respondingly decreasing the net assets.
(a) Stock may be donated to the company by stockholders to get rid
of a deficit or to be resold to provide working capital, and such donations
may be credited to surplus.
(b) Similarly, in reorganizations, the old stock may be called in and a
smaller amount issued, the difference being absorbed in the surplus account.
(c) If a corporation buys its own stock and pays less than par for it,
the outstanding stock is decreased more than the net assets are decreased.
The difference may be credited to surplus, but if the stock is held in the
treasury for resale it would be conservative to carry the difference in a
contingent profit account until the profit is realized by a reissue.
It must be remembered that the propriety of crediting these items to
surplus depends entirely upon whether this inclusive definition of surplus is
acceptable or not.
Mr. Kester, after stating the definition quoted above, goes on to say that
“the highest accounting authorities are coming to restrict surplus to that
portion of the margin available for dividends.” Mr. Montgomery’s definition
concurs with this: “The ‘surplus’ of a corporation should represent an actual
surplus; that is, a balance of net profits after all reserves have been provided,
including the reserves out of surplus, such as working capital, etc., leaving
an amount safely distributable as dividends.”
If this restrictive definition is accepted, the effect upon the entries for
the transactions enumerated above may be shown by further quotations from
Mr. Montgomery, arranged in accordance with the preceding classification.
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(1-a) Operating profits. These would be available for dividends, subject
to any reductions caused by the appropriations of surplus for other purposes,
such as appropriations to a reserve for working capital. Mr. Montgomery
says:
“It has been held to be legal to set aside annually or at other periods
out of the earnings of a company a reasonable amount as a reserve for
additional working capital, which is therefore not distributable in the shape
of dividends. This reserve may be temporary or permanent, as the directors
may determine, and corresponds with the surplus of a bank or trust company,
which is never used for the purpose of dividends unless some extraordinary
occasion arises. The account is a discretionary one and is almost entirely
a matter of bookkeeping, or rather it is a sort of notice to stockholders that
the amounts so set aside will not be distributed.
“To treat such an account as a liability is a fallacy, because at any time
the directors can transfer the entire balance to general surplus and pay out
all or any part of it in dividends. Therefore the account should always
appear on the balance-sheet as a section of surplus, and never among the
liabilities.”
(1-b) As to extraneous or capital profits, Mr. Montgomery, under the
caption Protit on Sale of Assets, says:
“It may be that a profit has been realized on the sale of a portion of the
fixed assets of a concern. Legally this profit may be carried to surplus and
distributed as a dividend, but such a course is apt to create a false impres
sion on stockholders. It is much better to carry such an item to an account
whose caption indicates the character of the entries therein, and which may
be carried on a balance-sheet as a separate section of the surplus account.
Under such circumstances it will not appear to be applicable to dividend dis
tribution, and can be held as a contingent reserve against possible losses on
other capital adjustments.”
(1-c) Relative to premiums or sales of stock, Mr. Montgomery expresses
the following opinion: “Where stock has been sold at a premium, the
auditor will see that all premiums have been collected. The funds so realized
should be credited to premiums on capital stock account, which should remain
open, and appear on the balance-sheet as a special surplus account. In no
event, however, should the account be transferred to general surplus and
thus be looked upon as available for dividends. It would probably be legal
to declare a dividend out of funds so raised, but it would be so improper
as to sustain a charge of dishonesty against the director who voted therefor.”
(1-d) The quotation under (2 a, b, c) relative to donations of stock
would seem to apply equally to donations of assets.
(2 a, b, c) Donations of stock should not affect the surplus account,
according to the following quotations from Mr. Montgomery: “If purchased
by the corporation, cost price is the correct basis of book entry; if acquired
by gift, opinions differ as to the form of entry. The best authorities sanc
tion the setting up of the stock as an asset at par value, offsetting this entry
by the creation of a reserve or surplus account which is designated as a
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capital item, and is clearly differentiated from the surplus which arises out
of profits or which is available for dividends.”
It will be seen that the entries to surplus account depend wholly on the
definition of surplus. Mr. Walton died before the copy for this issue was
completed and he did not see this answer, but the following expression of
his opinion shows that he favored the more inclusive definition:
“In a partnership, surplus profits are credited to the capital accounts of
the partners. These capital accounts can vary at the will of the partners.
In a corporation the capital stock is fixed by the charter. When the net
worth of the business exceeds the capital stock the excess is surplus capital
and must be credited to surplus account.
“It does not make any difference how the excess profits arose. If the
profits are real they belong to the surplus account—if they are not real they
do not belong on the books at all.
“The various sources from which surplus is derived may be designated
by a subdivision of the account, but on the balance-sheet these subdivisions
must be assembled in one total to the credit of surplus account so as to
show the accumulated undivided profits of the business to date.”

Montana Society of Certified Public Accountants
At the annual meeting of the Montana Society of Certified Public
Accountants, held June 12th at Helena, the following officers were elected
for the ensuing year: President, Ernest E. Murray; vice-president, W.
Grant Hoage; secretary, W. A. Logan.

Utah Association of Certified Accountants
The Utah Association of Certified Accountants was organized at a
meeting July 8, 1920. Constitution and by-laws were adopted and the fol
lowing officers were elected: president, R. G. Abbey; vice-president, Lincoln
G. Kelly; secretary and treasurer, B. F. Reeves.

Haskins & Sells and H. S. Champlin announce the consolidation of their
practices, to be conducted under the name of Haskins & Sells, and under
the management in Buffalo of Mr. Champlin. The offices are in the Marine
Trust Company building.

Otho G. Cartwright, member of the American Institute of Accountants,
announces the removal of his offices to temporary quarters at 45 Cedar street,
New York.
Patterson, Teele & Dennis announce that Edward H. Moeran and David
Leslie Milne have been admitted as partners in the firm.
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